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REPLY COMMENTS OF PACIFIC BELL AND NEVADA BELL

Pacific Bell and Nevada Bell (the "Pacific Companies")

respectfully submit these Reply Comments on the comments filed on

October 15, 1993 in response to the Commission's Notice of

Proposed Rulemaking ("NPRM") released September 9, 1993 in this

proceeding.

I. The comments do not support the proposed rule
changes.

The overwhelming majority of comments filed in response

to the Commission's NPRM do not support the rule changes proposed

for the accounting and ratemaking treatment of the costs of

judgments, settlements and other expenses associated with

antitrust and other federal and state statutory violations.

Instead, the comments provide articulate and well developed

reasons for rejecting the accounting and ratemaking rule

changes. Commentors provide sound analysis showing that the

proposed changes are not supported by the Litton Accounting and



Litigation Costs decisions;l that the proposed rules are

inconsistent with the Commission's objective to conform a

carrier's accounting practices to generally acceptable accounting

practices (GAAP); and that the proposed rules would result in

administrative burden to the Commission and carriers that is not

justified by commensurate ratepayer benefit. The Pacific

Companies will not reiterate these arguments. Instead we will

limit our response to the comments filed by the only supporter of

the rule changes, MCI. 2

2. The sole comment in support of the rule changes does not
provide reasoned analysis.

The comments by MCI do not provide reasoned analysis for

its support. 3 In fact, MCI fails to discuss a fundamental

problem with the proposed treatment that contributed to the

remand of the previous accounting and ratemaking rules -- that

the Commission had not shown that a presumption of

~..;::..:::..:-::;..:;;.,;,~~:....::....;=.:r-~~~:,;..r~~;r..=.;."""';:"=~-=--==":":~:""::""':~--=--7F~C::....::;.C, 939
"LItton AccountIng" ; Mountain States

-=-=-~~~::;.......~::.-::....;..:::....=....;~:...ro:...:..:.-....:;;...r.;.--=-v...:...~F=CC , 939 F. 2d 1035 (D. C• Ci r •

The comments of Scott J. Rafferty raise issues related to
the ratemaking treatment of affiliate litigation costs but do not
specifically discuss the changes proposed by the NPRM. Moreover,
the comments focus on the treatment of affiliate transaction
costs which is already fully covered by section 64.902 of the
Commission's rules whether the costs are for litigation or other
services provided by an affiliate to the regulated carrier.
47 C.F.R. S64.902.

3 Comments of MCI Telecommunications Corporation, dated
October 15, 1993 ("MCI Comments").
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unreasonableness for litigation costs other than for federal

antitrust actions is supportable. 4

By repeatedly quoting the traditional and appropriate

test for including expenses in ratemaking,5 MCl implies that

the proposed rule changes support that test. The facts are to

the contrary. The proposed rules preclude analysis based on the

traditional test and instead presume that the costs are

unreasonable. MCl does not explain how the proposed rule changes

address, let alone overcome, that fundamental problem.

MCl also supports the proposed rules concerning

settlements but MCl's comments are inconsistent and

contradictory. For example, MCl agrees that all settlements

should be excluded from ratemaking unless settlement can be shown

to be in the ratepayers' interest. 6 But, MCl also agrees with

the Commission's attempt to create an incentive for early

settlement because "the amount to be recovered from ratepayers

would be smaller than the amount required to fully litigate the

Litigation Costs, 939 F.2d at 1402.

5 For example, MCl's Comments provides the following:
" ••• regulators routinely analyze the costs in terms of whether
they are 'used and useful' to the ratepayers" (page 3); " ... the
Communications Act imposes upon the Commission the duty of
regulating the rates chargeable for interstate telecommunications
service with a view to ensuring that they are just and
reasonable." (page 6); "Regulatory authorities may disallow
expenses actually incurred in the company's operation when the
challenged expense is found to be exorbitant, unnecessary,
wasteful, extravagant, or incurred in the abuse of discretion or
in bad faith .... " (page 6).

6 MCl Comments, p. 7.
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case."7 The amount of litigation costs saved (which is the

result of an early settlement) is exactly what the Commission

defines as the nuisance value. Yet, MCl explicitly opposes the

carrier's recovery of the nuisance value of a case. 8 The

Commission should reject MCl's analysis.

Finally, MCl's support for the proposal to accrue

litigation defense costs in a deferral account is based on an

unsupportable premise. MCI believes that because carriers could

not presume that expenses placed in a deferral account would be

recoverable, the problem of retroactive ratemaking would

disappear. MCI is off base. Retroactive ratemaking is unrelated

to a carrier's expectations of recovery but results when future

rates are established to correct past earnings performance. 9

Moreover, MCl does not provide any basis for the Commission to

decide to reverse its previous position which rejected deferral

7

8

9

MCI Comments, p. 8.

ld.

See, e.g., Nader v. FCC, 520 F.2d 182, 101 (D.C. Cir 1975).
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accounting. Nor does MCI offer any reasoning to support the

adoption of an accounting rule that is contrary to GAAP. lO

Conclusion

The record developed in response to the Commission's

NPRM shows overwhelming opposition to the proposed accounting and

ratemaking treatment. The Pacific Companies respectfully urge

the Commission to terminate this proceeding without adopting the

proposed changes. As stated in our Comments,ll whether costs

are properly included for ratemaking must be determined by the

traditional ratemaking standards of necessity and

reasonableness. The presumption that judgments, settlement and

litigation expenses incurred as the result of violations of

federal and state laws are unreasonable is not supportable.

10 MCI's assertion that shareholders of a nonregulated company
would bear the risk of monetary loss as a result of an adverse
judgment is not necessarily true. MCI Comments, pp. 4-5. These
costs would be considered an expense of doing business. The
company would decide how to treat the costs. It could very well
decide to raise prices to cover the additional expense.

11 Comments of Pacific Bell and Nevada Bell, dated October 15,
1993.
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Moreover, the costs of defense are an ordinary cost of business

and should be accounted for as incurred.

Respectfully submitted,

PACIFIC BELL
NEVADA BELL

/
;: j,t/ttLe /It. ;Y)41&)

JAMES P. TUTHILL
LUCILLE M. MATES

140 New Montgomery St., Rm. 1526
San Francisco, California 94105
(415) 542-7654

JAMES L. WURTZ

1275 Pennsylvania Avenue, N.W.
washington, D.C. 20004
(202) 383-6472

Their Attorneys

Date: November 5, 1993
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